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described in paragraph (a)(1) of this
section shall be considered to be sub-
part F income without regard to the
exclusions from foreign base company
income provided by section 954(c)(2)(B)
(relating to export financing interest
derived in the conduct of a banking
business) and section 954(c)(3)(A)(i) (re-
lating to certain interest income re-
ceived from related persons).

(2) Foreign tax credit. Income de-
scribed in paragraph (a)(1) of this sec-
tion shall be considered to be interest
income for purposes of the section 904
foreign tax credit limitation and is not
eligible for the exceptions for export fi-
nancing interest provided in section
904(d)(2) (A)(iii)(11), (B)(ii), and (C)(iii).
In addition, such income will be sub-
ject to the look-through rule for sub-

part F income set forth in section
904(d)(3) without regard to the de mini-
mis exception provided in section
904(d)(3)(E).

(3) Possessions corporations—(i) Limita-
tion on credit. Income described in para-
graph (a)(1) of this section shall not be
treated as income described in section
936(a)(1) (A) or (B) unless the income is
considered under the principles of
§1.863-6 to be derived from sources
within the possessions. Thus, the credit
provided by section 936 is not available
for income described in paragraph
(a)(1) of this section unless the obligor
under the receivable is a resident of a
possession. In the case of a loan de-
scribed in section 864(d)(6), the credit
provided by section 936 is not available
for income described in paragraph
(a)(1) of this section unless the pur-
chaser of the inventory property or
services is a resident of a possession.

(ii) Eligibility determination. Notwith-
standing the limitation on the avail-
ability of the section 936 credit for in-
come described in paragraph (a)(1) of
this section, if income treated as inter-
est income under paragraph (a)(1) of
this section is derived from sources
within a possession (determined with-
out regard to this section), such in-
come shall be eligible for inclusion in a
corporation’s gross income for purposes
of section 936(a)(2)(A). If such income is
derived from the active conduct of a
trade or business within a possession
(determined without regard to this sec-
tion), such income shall be eligible for
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inclusion in a corporation’s gross in-
come for purposes of  section
936(a)(2)(B). (These rules apply for pur-
poses of determining whether a cor-
poration is eligible to elect the credit
provided under section 936(a).)

(iii) Example. The following example
illustrates the application of paragraph
(e)(3) of this section.

Example. Corporation X is operating in a
possession as a possessions corporation. In
1985, X earned $50,000 from the active con-
duct of a business in the possession, includ-
ing $5,000 from trade or service receivables
acquired from a related party. Obligors
under the receivables acquired by X are not
residents of the possession. Corporation X
also earned $20,000 from activities other than
its active conduct of business in the posses-
sion. The $5,000 derived by X from the receiv-
ables is not eligible for the section 936 credit.
However, the $5,000 may be used by X to
meet the percentage tests under section
936(a)(2) to the extent that such income is
considered to be derived from sources within
the possession (for purposes of section
936(a)(2)(A)) or is considered to be derived
from the active conduct of a trade or busi-
ness in the possession (for purposes of sec-
tion 936(a)(2)(B)), in either case determined
without regard to the characterization of
such income under this section.

(f) Effective date. The provisions of
this section shall apply with respect to
accounts receivable and evidences of
indebtedness transferred after March 1,
1984 and are effective June 14, 1988.

[T.D. 8209, 53 FR 22166, June 14, 1988]

§1.865-1 Loss with respect to personal
property other than stock.

(a) General rules for allocation of loss—
(1) Allocation against gain. Except as
otherwise provided in §1.865-2 and para-
graph (c) of this section, loss recog-
nized with respect to personal property
shall be allocated to the class of gross
income and, if necessary, apportioned
between the statutory grouping of
gross income (or among the statutory
groupings) and the residual grouping of
gross income, with respect to which
gain from a sale of such property would
give rise in the hands of the seller. For
purposes of this section, loss includes
bad debt deductions under section 166
and loss on property that is marked-to-
market (such as under section 475) and
subject to the rules of this section.
Thus, for example, loss recognized by a
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United States resident on the sale or
worthlessness of a bond generally is al-
located to reduce United States source
income.

(2) Loss attributable to foreign office.
Except as otherwise provided in §1.865-
2 and paragraph (c) of this section, and
except with respect to loss subject to
paragraph (b) of this section, in the
case of loss recognized by a United
States resident with respect to prop-
erty that is attributable to an office or
other fixed place of business in a for-
eign country within the meaning of
section 865(e)(3), the loss shall be allo-
cated to reduce foreign source income
if a gain on the sale of the property
would have been taxable by the foreign
country and the highest marginal rate
of tax imposed on such gains in the for-
eign country is at least 10 percent.
However, paragraph (a)(1) of this sec-
tion and not this paragraph (a)(2) will
apply if gain on the sale of such prop-
erty would be sourced under section
865(c), (d)(1)(B), or (d)(3).

(3) Loss recognized by United States cit-
izen or resident alien with foreign tax
home. Except as otherwise provided in
§1.865-2 and paragraph (c) of this sec-
tion, and except with respect to loss
subject to paragraph (b) of this section,
in the case of loss with respect to prop-
erty recognized by a United States cit-
izen or resident alien that has a tax
home (as defined in section 911(d)(3)) in
a foreign country, the loss shall be al-
located to reduce foreign source in-
come if a gain on the sale of such prop-
erty would have been taxable by a for-
eign country and the highest marginal
rate of tax imposed on such gains in
the foreign country is at least 10 per-
cent.

(4) Allocation for purposes of section
904. For purposes of section 904, loss
recognized with respect to property
that is allocated to foreign source in-
come under this paragraph (a) shall be
allocated to the separate category
under section 904(d) to which gain on
the sale of the property would have
been assigned (without regard to sec-
tion 904(d)(2)(A)(iii)(111)). For purposes
of §1.904-4(c)(2)(ii)(A), any such loss al-
located to passive income shall be allo-
cated (prior to the application of
§1.904-4(c)(2)(ii)(B)) to the group of pas-
sive income to which gain on a sale of
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the property would have been assigned
had a sale of the property resulted in
the recognition of a gain under the law
of the relevant foreign jurisdiction or
jurisdictions.

(5) Loss recognized by partnership. A
partner’s distributive share of loss rec-
ognized by a partnership with respect
to personal property shall be allocated
and apportioned in accordance with
this section as if the partner had recog-
nized the loss. If loss is attributable to
an office or other fixed place of busi-
ness of the partnership within the
meaning of section 865(e)(3), such office
or fixed place of business shall be con-
sidered to be an office of the partner
for purposes of this section.

(b) Special rules of application—(1) De-
preciable property. In the case of a loss
recognized with respect to depreciable
personal property, the gain referred to
in paragraph (a)(1) of this section is the
gain that would be sourced under sec-
tion 865(c)(1) (depreciation recapture).

(2) Contingent payment debt instru-
ment. Loss described in the last sen-
tence of §1.1275-4(b)(9)(iv)(A) that is
recognized with respect to a contingent
payment debt instrument to which
§1.1275-4(b) applies (instruments issued
for money or publicly traded property)
shall be allocated to the class of gross
income and, if necessary, apportioned
between the statutory grouping of
gross income (or among the statutory
groupings) and the residual grouping of
gross income, with respect to which in-
terest income from the instrument (in
the amount of the loss subject to this
paragraph (b)(2)) would give rise.

(c) Exceptions—(1) Foreign currency
and certain financial instruments. This
section does not apply to loss governed
by section 988 and loss recognized with
respect to options contracts or deriva-
tive financial instruments, including
futures contracts, forward contracts,

notional principal contracts, or evi-
dence of an interest in any of the fore-
going.

(2) Inventory. This section does not
apply to loss recognized with respect to
property described in section 1221(a)(1).

(3) Interest equivalents and trade re-
ceivables. Loss subject to §1.861-9T(b)
(loss equivalent to interest expense and
loss on trade receivables) shall be allo-
cated and apportioned under the rules
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of §1.861-9T and not under the rules of
this section.

(4) Unamortized bond premium. If a
taxpayer recognizing loss with respect
to a bond (within the meaning of
§1.171-1(b)) did not amortize bond pre-
mium to the full extent permitted by
section 171 and the regulations there-
under, then, to the extent of the
amount of bond premium that could
have been, but was not, amortized by
the taxpayer, loss recognized with re-
spect to the bond shall be allocated to
the class of gross income and, if nec-
essary, apportioned between the statu-
tory grouping of gross income (or
among the statutory groupings) and
the residual grouping of gross income,
with respect to which interest income
from the bond was assigned.

(5) Accrued interest. Loss attributable
to accrued but unpaid interest on a
debt obligation shall be allocated to
the class of gross income and, if nec-
essary, apportioned between the statu-
tory grouping of gross income (or
among the statutory groupings) and
the residual grouping of gross income,
with respect to which interest income
from the obligation was assigned. For
purposes of this section, whether loss is
attributable to accrued but unpaid in-
terest (rather than to principal) shall
be determined under the principles of
§§1.61-7(d) and 1.446-2(e).

(6) Anti-abuse rules—(i) Transactions
involving built-in losses. If one of the
principal purposes of a transaction is
to change the allocation of a built-in
loss with respect to personal property
by transferring the property to another
person, qualified business unit, office
or other fixed place of business, or
branch that subsequently recognizes
the loss, the loss shall be allocated by
the transferee as if it were recognized
by the transferor immediately prior to
the transaction. If one of the principal
purposes of a change of residence is to
change the allocation of a built-in loss
with respect to personal property, the
loss shall be allocated as if the change
of residence had not occurred. If one of
the principal purposes of a transaction
is to change the allocation of a built-in
loss on the disposition of personal
property by converting the original
property into other property and subse-
quently recognizing loss with respect
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to such other property, the loss shall
be allocated as if it were recognized
with respect to the original property
immediately prior to the transaction.
Transactions subject to this paragraph
shall include, without limitation, reor-
ganizations within the meaning of sec-
tion 368(a), liquidations under section
332, transfers to a corporation under
section 351, transfers to a partnership
under section 721, transfers to a trust,
distributions by a partnership, dis-
tributions by a trust, transfers to or
from a qualified business unit, office or
other fixed place of business, or branch,
or exchanges under section 1031. A per-
son may have a principal purpose of af-
fecting loss allocation even though this
purpose is outweighed by other pur-
poses (taken together or separately).

(i) Offsetting positions. If a taxpayer
recognizes loss with respect to personal
property and the taxpayer (or any per-
son described in section 267(b) (after
application of section 267(c)), 267(e), 318
or 482 with respect to the taxpayer)
holds (or held) offsetting positions with
respect to such property with a prin-
cipal purpose of recognizing foreign
source income and United States
source loss, the loss shall be allocated
and apportioned against such foreign
source income. For purposes of this
paragraph (c)(6)(ii), positions are off-
setting if the risk of loss of holding one
or more positions is substantially di-
minished by holding one or more other
positions.

(iii) Matching rule. If a taxpayer (or a
person described in section 1059(c)(3)(C)
with respect to the taxpayer) engages
in a transaction or series of trans-
actions with a principal purpose of rec-
ognizing foreign source income that re-
sults in the creation of a corresponding
loss with respect to personal property
(as a consequence of the rules regard-
ing the timing of recognition of in-
come, for example), the loss shall be al-
located and apportioned against such
income to the extent of the recognized
foreign source income. For an example
illustrating a similar rule with respect
to stock loss, see §1.865-2(b)(4)(iv) Ex-
ample 3.

(d) Definitions—(1) Contingent payment
debt instrument. A contingent payment
debt instrument is any debt instru-
ment that is subject to §1.1275-4.
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(2) Depreciable personal property. De-

preciable personal property is any
property described in section
865(c)(4)(A).

(3) Terms defined in §1.861-8. See

§1.861-8 for the meaning of class of gross
income, statutory grouping of gross in-
come, and residual grouping of gross in-
come.

(e) Examples. The application of this
section may be illustrated by the fol-
lowing examples:

Example 1. On January 1, 2000, A, a domes-
tic corporation, purchases for $1,000 a ma-
chine that produces widgets, which A sells in
the United States and throughout the world.
Throughout A’s holding period, the machine
is located and used in Country X. During A’s
holding period, A incurs depreciation deduc-
tions of $400 with respect to the machine.
Under §1.861-8, A allocates and apportions
depreciation deductions of $250 against for-
eign source general limitation income and
$150 against U.S. source income. On Decem-
ber 12, 2002, A sells the machine for $100 and
recognizes a loss of $500. Because the ma-
chine was used predominantly outside the
United States, under sections 865(c)(1)(B) and
865(c)(3)(B)(ii) gain on the disposition of the
machine would be foreign source general
limitation income to the extent of the depre-
ciation adjustments. Therefore, under para-
graph (b)(1) of this section, the entire $500
loss is allocated against foreign source gen-
eral limitation income.

Example 2. On January 1, 2002, A, a domes-
tic corporation, loans $2,000 to N, its wholly-
owned controlled foreign corporation, in ex-
change for a contingent payment debt in-
strument subject to §1.1275-4(b). During 2002
through 2004, A accrues and receives interest
income of $630, $150 of which is foreign source
general limitation income and $480 of which
is foreign source passive income under sec-
tion 904(d)(3). Assume there are no positive
or negative adjustments pursuant to §1.1275-
4(b)(6) in 2002 through 2004. On January 1,
2005, A disposes of the debt instrument and
recognizes a $770 loss. Under §1.1275-
4(b)(8)(ii), $630 of the loss is treated as ordi-
nary loss and $140 is treated as capital loss.
Assume that $140 of interest income earned
in 2005 with respect to the debt instrument
would be foreign source passive income
under section 904(d)(3). Under §1.1275-
4(b)(9)(iv), $150 of the ordinary loss is allo-
cated against foreign source general limita-
tion income and $480 of the ordinary loss is
allocated against foreign source passive in-
come. Under paragraph (b)(2) of this section,
the $140 capital loss is allocated against for-
eign source passive income.

Example 3. (i) On January 1, 2003, A, a do-
mestic corporation, purchases for $1,200 a
taxable bond maturing on December 31, 2008,
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with a stated principal amount of $1,000, pay-
able at maturity. The bond provides for un-
conditional payments of interest of $100, pay-
able December 31 of each year. The issuer of
the bond is a foreign corporation and inter-
est on the bond is thus foreign source. Inter-
est payments for 2003 and 2004 are timely
made. A does not elect to amortize its bond
premium under section 171 and the regula-
tions thereunder, which would have per-
mitted A to offset the $100 of interest income
by $28.72 of bond premium in 2003, and by
$30.42 in 2004. On January 1, 2005, A sells the
bond and recognizes a $100 loss. Under para-
graph (c)(4) of this section, $59.14 of the loss
is allocated against foreign source income.
Under paragraph (a)(1) of this section, the re-
maining $40.86 of the loss is allocated against
U.S. source income.

(ii) The facts are the same as in paragraph
(i) of this Example 3, except that A made the
election to amortize its bond premium effec-
tive for taxable year 2004 (see §1.171-4(c)).
Under paragraph (c)(4) of this section, $28.72
of the loss is allocated against foreign source
income. Under paragraph (a)(1) of this sec-
tion, the remaining $71.28 of the loss is allo-
cated against U.S. source income.

Example 4. On January 1, 2002, A, a domes-
tic corporation, purchases for $1,000 a bond
maturing December 31, 2014, with a stated
principal amount of $1,000, payable at matu-
rity. The bond provides for unconditional
payments of interest of $100, payable Decem-
ber 31 of each year. The issuer of the bond is
a foreign corporation and interest on the
bond is thus foreign source. Between 2002 and
2006, A accrues and receives foreign source
interest income of $500 with respect to the
bond. On January 1, 2007, A sells the bond
and recognizes a $500 loss. Under paragraph
(a)(1) of this section, the $500 loss is allo-
cated against U.S. source income.

Example 5. On January 1, 2002, A, a domes-
tic corporation on the accrual method of ac-
counting, purchases for $1,000 a bond matur-
ing December 31, 2012, with a stated principal
amount of $1,000, payable at maturity. The
bond provides for unconditional payments of
interest of $100, payable December 31 of each
year. The issuer of the bond is a foreign cor-
poration and interest on the bond is thus for-
eign source. On June 10, 2002, after A has ac-
crued $44 of interest income, but before any
interest has been paid, the issuer suddenly
becomes insolvent and declares bankruptcy.
A sells the bond (including the accrued inter-
est) for $20. Assuming that A properly ac-
crued $44 of interest income, A treats the $20
proceeds from the sale of the bond as pay-
ment of interest previously accrued and rec-
ognizes a $1,000 loss with respect to the bond
principal and a $24 loss with respect to the
accrued interest. See §1.61-7(d). Under para-
graph (a)(1) of this section, the $1,000 loss
with respect to the principal is allocated
against U.S. source income. Under paragraph
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(c)(5) of this section, the $24 loss with respect
to accrued but unpaid interest is allocated
against foreign source interest income.

(f) Effective date—(1) In general. Ex-
cept as provided in paragraph (f)(2) of
this section, this section is applicable
to loss recognized on or after January
8, 2002. For purposes of this paragraph
(f), loss that is recognized but deferred
(for example, under section 267 or 1092)
shall be treated as recognized at the
time the loss is taken into account.

(2) Application to prior periods. A tax-
payer may apply the rules of this sec-
tion to losses recognized in any taxable
year beginning on or after January 1,
1987, and all subsequent years, provided
that—

(i) The taxpayer’s tax liability as
shown on an original or amended tax
return is consistent with the rules of
this section for each such year for
which the statute of limitations does
not preclude the filing of an amended
return on June 30, 2002; and

(ii) The taxpayer makes appropriate
adjustments to eliminate any double
benefit arising from the application of
this section to years that are not open
for assessment.

(3) Examples. See §1.865-2(e)(3) for ex-
amples illustrating an applicability
date provision similar to the applica-
bility date provided in this paragraph
®.

[T.D. 8973, 66 FR 67083, Dec. 28, 2001]

§1.865-2 Loss with respect to stock.

(a) General rules for allocation of loss
with respect to stock—(1) Allocation
against gain. Except as otherwise pro-
vided in paragraph (b) of this section,
loss recognized with respect to stock
shall be allocated to the class of gross
income and, if necessary, apportioned
between the statutory grouping of
gross income (or among the statutory
groupings) and the residual grouping of
gross income, with respect to which
gain (other than gain treated as a divi-
dend under section 964(e)(1) or 1248)
from a sale of such stock would give
rise in the hands of the seller (without
regard to section 865(f)). For purposes
of this section, loss includes loss on
property that is marked-to-market
(such as under section 475) and subject
to the rules of this section. Thus, for
example, loss recognized by a United
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States resident on the sale of stock
generally is allocated to reduce United
States source income.

(2) Stock attributable to foreign office.
Except as otherwise provided in para-
graph (b) of this section, in the case of
loss recognized by a United States resi-
dent with respect to stock that is at-
tributable to an office or other fixed
place of business in a foreign country
within the meaning of section 865(e)(3),
the loss shall be allocated to reduce
foreign source income if a gain on the
sale of the stock would have been tax-
able by the foreign country and the
highest marginal rate of tax imposed
on such gains in the foreign country is
at least 10 percent.

(3) Loss recognized by United States cit-
izen or resident alien with foreign tax
home—(i) In general. Except as other-
wise provided in paragraph (b) of this
section, in the case of loss with respect
to stock that is recognized by a United
States citizen or resident alien that
has a tax home (as defined in section
911(d)(3)) in a foreign country, the loss
shall be allocated to reduce foreign
source income if a gain on the sale of
the stock would have been taxable by a
foreign country and the highest mar-
ginal rate of tax imposed on such gains
in the foreign country is at least 10
percent.

(ii) Bona fide residents of Puerto Rico.
Except as otherwise provided in para-
graph (b) of this section, in the case of
loss with respect to stock in a corpora-
tion described in section 865(g)(3) rec-
ognized by a United States citizen or
resident alien that is a bona fide resi-
dent of Puerto Rico during the entire
taxable year, the loss shall be allocated
to reduce foreign source income. If
gain from a sale of such stock would
give rise to income exempt from tax
under section 933, the loss with respect
to such stock shall be allocated to
amounts that are excluded from gross
income under section 933(1) and there-
fore shall not be allowed as a deduction
from gross income. See section 933(1)
and §1.933-1(c).

(4) Stock constituting a United States
real property interest. Loss recognized
by a nonresident alien individual or a
foreign corporation with respect to
stock that constitutes a United States
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